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ASB PROPOSES 10 N E W STANDARDS, SEEKS PROFESSION’S COMMENTS
In February 1987 the Auditing Standards Board exposed for
comment ten proposed standards designed to respond to changes
in what the public expects o f auditors. The Board seeks com
ments on each exposure draft by July 15, 1987, but encourages
earlier comments. So it can more easily consider comments, the
Board asks that responses refer to specific paragraphs and
include reasons supporting each comment.
This article summarizes the changed public expectations
the Board considered in drafting these proposals and examines
how these proposals would fulfill those expectations.
WHAT THE PUBLIC EXPECTS
Recently, the public has voiced concerns about indepen
dent audits. The roots o f those concerns include well-publicized
business failures and frauds involving a few public and non
public companies, including banks, savings and loan associations,
and governm ent securities dealers. Users o f audited financial
inform ation appear to want auditors to accept more respon
sibility for finding fraud and to give them more useful inform a
tion about the audit. (See "The Auditing Standards Board
Responds to Public Expectations,” O ctober 1986.)
Part o f the Auditing Standards Board’s charge is to "be
alert to new opportunities for auditors to serve the public.” In
fulfilling that charge, the Board assesses auditing standards in
light o f public expectations. After careful study, the Board has
concluded that auditing standards should be modified to achieve
the following goals:
• clarify the auditor’s responsibility for fraud
• improve the planning and performance o f audits
• provide early warnings about possible business failure
• improve auditor communication

FINDING FRAUD
Some recent business failures have caused the public to
question the auditor’s role in finding fraud: "Have auditors
accepted enough responsibility to find fraud? Have auditors
been effective enough in finding fraud?” In response to these
concerns, the Board has exposed The Auditor’s Responsibility to
Detect and Report Errors and Irregularities. This proposed SAS
would clarify the auditor’s responsibility to find and report
errors and irregularities and would guide the auditor in meeting
that responsibility. It would supersede SAS N o. 16, The Indepen
dent Auditor’s Responsibilityfor the Detection of Errors or Irregularities.
SAS N o. 16 requires the auditor to "plan his examination to
search for errors or irregularities.” (Emphasis added.) Although
this language was intended to caution that some fraud involving
extensive collusion or forgery may go undetected, a few auditors
apparently think it relieves them o f their responsibility for find
ing material fraud. To dispel this notion, the proposed standard
states that the audit should be "designed to detect material mis
statements,” w hether intentional or unintentional. (Emphasis
added.) This new wording explicitly acknowledges the auditor’s
responsibility for finding material fraud.
In addition to clarifying the auditor's responsibility for
fraud, the proposed SAS would establish new responsibilities
as follows:

• Make a preliminary assessment o f the risk o f material
irregularities and o f the likelihood o f management mis
representation. (SAS No. 16 advises the auditor to
assume that management’s representations are tru th 
ful, unless the auditor finds evidence to the contrary.)
(continued on p. 2)
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• Ensure that the audit committee knows about irregu
larities. (SAS No. 16 requires auditors to communicate
with the audit committee only after discussing irregu
larities with management.)
• Give an adverse opinion if financial statements are
materially misstated because o f an irregularity. (SAS
No. 16 allows the auditor to give a qualified opinion.)
To help auditors fulfill these new responsibilities the pro
posed SAS (1) identifies conditions that may increase the risk
o f material irregularities and (2) explains how the auditor’s
professional skepticism affects audit procedures.
The Board has also exposed a standard that clarifies the
auditor’s responsibility for detecting illegal acts and informing
people inside and outside the client about them. Illegal Acts by
Clients would supersede SAS No. 17, of the same title.
This proposed SAS describes two characteristics o f illegal
acts that influence the auditor’s responsibility to find them: (1)
dependence on legal judgment and (2) relation to the financial
statements. It would require auditors to be sure the audit com
mittee knows about any illegal acts the auditor is aware of. (SAS
No. 17 limited the auditor’s responsibility to reporting illegal
acts to management with authority to take appropriate action.)
Both this proposed standard and that on errors and irregu
larities identify cases where the auditor may have a duty to
report irregularities outside the client, including auditor changes
reported on Form 8-K, inquiries from successor auditors, re
sponses to court subpoenas, and reports on governmental audits.

BETTER AUDITS
Supporting its efforts aimed directly at fraud, the Board
has proposed standards designed to help auditors audit more
effectively. These would supersede existing guidance on inter
nal control and analytical procedures and would establish guid
ance on accounting estimates.
The Auditor's Responsibility for Assessing Control Risk would
supersede AU section 320, "The Auditor’s Study and Evalua
tion o f Internal Control.” This proposed standard expands the
auditor’s responsibility to study and evaluate internal control
when planning an audit. It also updates the guidance on the
auditor’s study and evaluation o f internal control by incorporat
ing the concepts o f audit evidence and audit risk that have
evolved in audit practice and that have been established in audit
ing standards issued since the issuance o f section 320.
Analytical Procedures would require the auditor to use ana
lytical procedures in planning and reviewing an audit. Besides
setting this requirement, the proposed SAS would give new
guidance on designing analytical procedures, using them, and
evaluating their effectiveness. It would replace SAS No. 23,
Analytical Review Procedures.
The Board has proposed Auditing Accounting Estimates to
help the auditor evaluate the reasonableness o f accounting
estimates. This proposed SAS identifies control-structure ele
ments that may reduce the likelihood of material misstatements
in estimates. It also describes the procedures an auditor should
consider in determining if management has identified all material
accounting estimates and all key factors and assumptions relat
ing to them.
-2 -

EARLY WARNINGS
The Auditing Standards Board has also proposed two stan
dards that help provide early warning about possible business
failure. One requires auditors to evaluate if their clients will
continue to exist. The other provides guidance on auditing
management’s discussion and analysis, or MD&A.
Because businesses sometimes fail shortly after auditors
have given unqualified opinions on their financial statements,
the public has questioned whether auditors have assumed suffi
cient responsibility for evaluating the continued existence of
the entities they audit. The Board has proposed The Auditor's
Consideration of an Entity’s Ability to Continue in Existence to better
serve financial statement users by requiring auditors to evaluate
continued existence in all audits and to modify their reports
when they have substantial doubt about an entity’s continued
existence.
This proposed statement would supersede SAS No. 34, The
Auditor's Considerations When a Question Arises About an Entity’s
Continued Existence. In contrast to that SAS, it would require
auditors to evaluate whether their clients will continue to exist.
It would also eliminate "subject to” opinion qualification, but still
require auditors to modify their reports when they have sub
stantial doubt about continued existence, even if asset recover
ability and liability classification are not in question.
The Board recognizes that the public often looks to MD&A
for information about the risks and uncertainties that could
significantly affect a public company’s future cash flows, results
o f operations, and financial condition. Because MD&A is im
portant to users o f its financial statements, a public company
may engage an independent public accountant to attest to the
representations contained in that information. To help auditors
add credibility to MD&A, the Board has proposed an attestation
standard Examination of Management’s Discussion and Analysis,
which gives performance and reporting guidance to auditors
engaged to audit MD&A.

BETTER COMMUNICATION
The Board has also proposed standards that would improve
the flow o f information from auditors to financial statement
users and preparers and to people, such as audit committee
members, who oversee auditing and financial reporting. One
standard would revise the auditors’ standard report, replacing
what some consider to be jargon with clearer descriptions o f the
responsibility the auditor assumes, the work the auditor does,
and the assurance the auditor gives. (See "The Auditor’s Stan
dard Report,” January 1987.) In addition, the Board has pro
posed a standard that would improve auditors’ reports on
internal controls and one that specifies matters the auditor
should inform audit committees or business owners about.
Existing standards require auditors to inform management
and the board o f directors about any material weaknesses in
internal accounting control procedures that the audit uncovered.
The proposed SAS The Communication of Control-Structure Related
Matters Noted in an Audit expands the auditor’s reporting re(continued on p. 3)
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sponsibility to include significant deficiencies in the control
environment and accounting system. It requires auditors to
communicate any deficiencies they identify to the audit com
mittee or its equivalent.
This proposed standard also provides new guidelines for
written reports on controls. Besides reflecting changes in con
trol concepts, these reports would no longer (1) refer to the
limited purpose o f a study and evaluation o f internal control in
an audit and (2) disclaim an opinion on the system o f internal
control taken as a whole. This proposed SAS would supersede
SAS No. 20, Required Communication of Material Weaknesses in
Internal Accounting Control, and sections o f SAS No. 30, Reporting
on Internal Accounting Control.
The proposed SAS Communication with Audit Committees or
Others with Equivalent Authority and Responsibility would establish
authoritative guidance on the auditor’s communication with
people who oversee auditing and financial reporting, such as
audit committees or owners o f owner-managed businesses. The
auditor should ensure that these people know about:
• the initial choice o f significant accounting policies and
their application
• the process management uses to prepare accounting
estimates and the basis for the auditor’s conclusions
about those estimates
• the implication o f audit adjustments — both those that
have been reflected in the financial statements and
those that have not

• the auditor’s responsibility to test and conclude on
other information in documents containing auditing
financial statements
• the auditor’s responsibility in an examination in accor
dance with GAAS and the nature o f assurance the
audit provides
• all instances where the auditor and management dis
agreed about matters that, individually or in total,
could significantly affect the entity’s financial state
ments or the auditor’s report
• any major issues that management discussed with the
auditor before hiring the auditor, including the appli
cation of accounting principles and auditing standards
• any serious difficulties encountered that the auditor
believes impaired the completion of the audit and may
indicate conditions that could impair the financial re
porting process
CONCLUSION
The Auditing Standards Board’s exposure o f ten new stan
dards is the first step in the auditing profession’s response to the
public’s concerns about the independent audit function. The
next steps are up to the members o f the profession. In a letter
accompanying the exposure drafts, ASB Chairman Jerry Sul
livan and AICPA Vice President Dan Guy called on everyone in
the profession to comment on the exposure drafts and make the
changes in practice that will ultimately be required. Those
efforts, they said, will show the profession’s commitment to the
public interest.

TECHNICAL PLAN HIGHLIGHTS
Errors, Irregularities, and Illegal Acts (AICPA staff: JANE
MANCINO). On February 14, 1987 the Board issued two exposure

drafts o f proposed SASs titled The Auditor’s Responsibility to Detect
and Report Errors and Irregularities and Illegal Acts by Clients. See
article on the cover. Schedule: Comment deadline is July 15,
1987.
A uditor Communications (M imi BLANCO). On Feb
ruary 14, 1987 the Board issued two exposure drafts o f pro
posed SASs titled The Auditor’s Standard Report and Communication
with Audit Committees or Others With Equivalent Authority and Re
sponsibility and one of a proposed attestation standard titled
Examination of Management’s Discussion and Analysis. See article
on the cover. Schedule: Comment deadline is July 15, 1987.
Auditing Client Estimates and Judgments (PATRICK
M cNAMEE). On February 14, 1987 the Board issued an exposure
draft o f a proposed SAS titled Auditing Accounting Estimates. See
article on the cover. Schedule: Comment deadline is July 15,
1987.
Internal Accounting Control (ALAN WINTERS). On Feb
ruary 14, 1987 the Board issued an exposure draft o f a proposed
SAS titled The Auditor’s Responsibilityfor Assessing Control Risk. See
article on the cover. Schedule: Comment deadline is July 15,
1987.

Reporting on Internal Accounting Control (A N T H O N Y
On February 14, 1987 the Board issued an exposure
draft o f a proposed SAS titled The Communication of ControlStructure Related Matters Noted in an Audit. See article on the
cover. Schedule: Comment deadline is July 15, 1987.
Continued Existence (PEG FAGAN). On February 14,
1987 the Board issued an exposure draft o f a proposed SAS
titled The Auditor’s Consideration of an Entity’s Ability to Continue in
Existence. See article on the cover. Schedule: Comment deadline is
July 15, 1987.
Analytical Procedures (PEG FAGAN). On February 14, 1987
the Board issued an exposure draft of a proposed SAS titled
Analytical Procedures. See article on the cover. Schedule: Comment
deadline is July 15, 1987.
Corporate Codes o f C onduct (Alan W IN T E R S ). The
Board is developing guidance under the attestation standards
for auditors who are requested to report on a questionnaire
concerning the design and implementation o f policies and p ro
grams in certain defense contractors’ codes o f business ethics
and conduct. Schedule: An interpretation o f the attestation stan
dards should be issued in 2Q. 1987.
DA LESSIO).

• F in an cial Forecasts an d P ro jectio n s (MIMI BLANCO). The

ASB is appointing a task force to address practical problems
(continued on p. 4)
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encountered implementing the Statement on Standards for
Accountant’s Services on Prospective Financial Information
Financial Forecasts and Projections and the Guide for Prospective
Financial Statements.
Reporting on Pro Forma Financial Information (JANE
MANCINO).The Board is considering an attestation standard
that would provide guidance on reporting on pro forma finan
cial information. That guidance would include concepts presen
ted in the June 1984 exposure draft of a proposed SAS on this
subject. Schedule: Board to discuss applicability and form o f
guidance at its April 1987 meeting; a timetable will be developed
subsequently.
GASB Authority (CAM RYN CARLETO N). The Board agreed

to revise certain SASs (1) to recognize the GASB’s authority to
set accounting standards and standards for supplementary infor
mation and (2) in response to FASB Statement No. 89, Financial
Reporting and Changing Prices. Schedule: The Board will discuss at
its April 1987 meeting.
Revision o f Standard Bank Confirmation Form (CA M RY N
The Board is considering guidance on auditors’
communications with financial institutions. That guidance includes
a revised bank confirmation form, which is being prepared jointly
by the AICPA, American Bankers Association, and Bank Admin
istration Institute. Schedule: The Board will discuss the proposed
guidance at its April 1987 meeting.
C A R L E T O N ).

TWO NEW MEMBERS JOIN ARSC
Andrew Barnett and Kenneth Huffman have been appointed to
serve on ARSC, the AICPA’s senior technical committee respon
sible for setting standards on accounting and review services for
nonpublic entities. They join the five continuing members of
ARSC — George Marthinuss, Jr., Dennis Kroner, Wanda Lorenz,
Alan Mandell, and L. Martin Miller. Here are profiles o f ARSC’s
newest members.
Andrew H. B arnett is Professor and Director o f External
Relations in the School o f Accountancy at San Diego State
University. He has held faculty positions at Virginia Tech and
Arizona State University and served as a faculty fellow with the
national office o f Price Waterhouse. He received his bachelors

degree and MBA from Baylor University and his Ph.D. from
Texas Tech University. He has served on committees o f the
California Society o f CPAs, the American Accounting Associa
tion, and the AICPA and has published articles in numerous
academic and professional journals.
K enneth W . Huffman is a partner with Phibbs, Burkholder,
Geisert & Huffman in Harrisonburg, Virginia. He earned a B.S.
from Bridgewater College. Mr. Huffman is currently serving
the Virginia Society o f CPAs as a member o f the Board o f Direc
tors and has served as president o f the Blue Ridge Chapter. He
has also served on various committees o f the AICPA and the
Associated Regional Accounting Firms.

RECENT DIVISION PUBLICATIONS
The Board has issued ten exposure drafts, which are discussed in
the article on the cover and in Technical Plan Highlights. These
include nine proposed SASs — The Auditor’s Responsibility to
Detect and Report Errors and Irregularities, Illegal Acts by Clients, The
Auditor’s Standard Report, The Auditor’s Consideration of an Entity’s
Ability to Continue in Existence, The Auditor’s Responsibility for
Assessing Control Risk, Analytical Procedures, Auditing Accounting
Estimates, Communication With Audit Committees or Others With
Equivalent Authority and Responsibility, and The Communication of
ControlStructure RelatedMatters Notedin an Audit — and one proposed
attestation standard — Examination of Management’s Discussion
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and Analysis. The exposure drafts (product no. G00473) are
available from the AICPA’s Order Department (212/575-6426).

The AICPA has published updated codifications o f its authorita
tive standards. Both the Codification of Statements on Auditing
Standards Numbers 1 to 51 (Including Statement on Financial Forecasts
and Projections and Attestation Standards) (product no. 058980)
and the Codification of Statements on Standards for Accounting and
Review Services Numbers 1 to 6 as of January 1, 1987 (product no.
057140) are now available from the Order Department.
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